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l. Background

At its prior meetings, the Income & Franchise Tax Uniformity Subcommittee determined:
1) there are problems with the application of UDITPA 8§17 to entities engaged in the sale
of telecommunications and ancillary services, 2) the problems are best addressed by a
special apportionment rule with sales factor sourcing based primarily on service address,
and 3) a special apportionment rule which closely follows the language of the
Streamlined Sales & Use Tax Agreement (SS&UTA) will effectively source sales
receipts to service address.

At its last meeting in March, 2006, the Subcommittee reviewed a draft model regulation
based closely on SS&UTA language and identified two issues. First, receipts from
ancillary services should be source similarly to those from prepaid calling service or
prepaid wireless calling service, rather than similarly to telecommunications services.
The attached draft reflects this change. (Attachment A)

The second issue is that there are no specific SS&UT rules for sourcing receipts from
telecommunication services that are sold for resale or sold as inputs to other services.?
Perhaps this is because these types of services are often not subject to sales tax, and thus
not at issue for SS&UTA purposes. Nonetheless, we must develop sourcing rules for
receipts of these services for income tax purposes. The Subcommittee identified a
handful of sourcing options and requested industry data that might shed some light on the
magnitude of the issue. The remainder of this memo sets out the requested revenue data
and sourcing options related to telecommunication input and wholesale services.

1. Telecommunication Input and Wholesale Service Revenue Data
A rough estimate using data from the U.S. Census Bureau 2006 Statistical Abstract

suggest telecommunication input and wholesale service revenue (carrier services and
other telecommunication services, less internet access service and plus dedicated network

! This change mirrors the SS&UTA which sources prepaid calling service, prepaid wireless
calling service and ancillary services under section 310 (general sourcing rules), rather than under
section 314 (telecommunication sourcing rule).

% Nor are these types of services included in the definitions section of the SS&UTA.



service) may have decreased 7% from 2001 to 2004, but comprised over 20% of total
telecommunication revenue in both years. (See the following Tables and Chart.)

I11.  Possible Telecommunication Input and Wholesale Service Sourcing Options

A Place of Primary Use — With or Without a “Look Through” to the
Ultimate Consumer

Under the current draft regulation, if receipts from telecommunication input and
wholesale services are not specifically provided for, these receipts will be sourced under
the general provisions to “place of primary use.” “Place of primary use” is defined as “the
street address representative of where the customer’s use of the telecommunications
service primarily occurs, which must be the residential street address or the primary
business street address of the customer...” It is not clear what the “place of primary use”
is for telecommunication input or wholesale services. For example, there isn’t
necessarily one single address where telecommunication internet backbone services are
“used” by the purchaser, the Internet Service Provider. “Place of primary use” could
refer to the ISP’s business address. Or, it could refer to the ISP’s customer’s home or
business address.

There is precedent for the latter approach in MTC Regulation 1V.18.(h): Special Rule for
Television and Radio Broadcasters. Under that special rule, the sales factor numerator is
sourced to a state based on an “audience factor.” The audience factor is the ratio that the
taxpayer's in-state viewing (listening) audience bears to its total viewing (listening)
audience (MTC Reg. 1V.18 (h)(4)(iv)B.2. and B.3.). This approach “looks through” the
broadcaster to the broadcaster’s audience’s location.

B. Throw-Out

Another possible approach would be to simply exclude these receipts from the sales
factor numerator and denominator. This option may be reasonable if the receipts from
these services are not significant relative to total receipts. The special regulation for
television and radio broadcasters also provides precedent for this approach in its throwout
of outer-jurisdictional property from the property factor numerator and denominator
(MTC Reg. 1V.18 (h)(4)(ii)B.3. and C.2). MTC Regulation 1V.18.(c)(3) is another
example of the use of throwout where the location of the receipts cannot readily be
determined:

Where business income from intangible property cannot readily be attributed to
any particular income producing activity of the taxpayer, the income cannot be
assigned to the numerator of the sales factor for any state and shall be excluded
from the denominator of the sales factor.

MTC Reg. 1V.18(c)(3)2" Paragraph.

C. Limited, Customized Cost of Performance

Another option would be to retain a cost of performance approach for telecommunication
input and wholesale services, but to clarify its application to these particular services.



IV.  Possible Next Steps
A Special Rule or General Revisions to UDITPA 817?

The premise for development of this special rule has been that there are problems with
the application of UDITPA 817 in sourcing receipts from telecommunication and
ancillary services. In May of 2006, the MTC Executive Committee directed the
development of proposed amendments to UDITPA 817. The purpose of the proposed
amendments is to address many of the same problems we are attempting to solve here —
and, in the absence of a special regulation for telecommunications and ancillary services
under UDITPA 818, the amendments would apply to these services. The Subcommittee
should consider whether to continue developing the special regulation pursuant to
UDITPA 8§18 in light of the plans to propose amendments to the general rule of UDITPA
817. Timing may be a consideration. Although development of this special rule has been
a very long process, it is fairly far along at this point. Proposed amendments to UDITPA
817 could take just as long, and that process is just getting started.

If the Subcommittee would like to continue development of the special rule, then it
should consider forming a drafting group to address the telecommunication input and
wholesale service issues described above. The Subcommittee may also wish to consider
an invitation from Deborah Bierbaum, AT&T, to tour the AT&T Technology Center in
Washington, D.C. during our November meetings.



Telecommunications - Estimated Revenue for Employer Firms, 2001 - 2004

% of
2004 % of Total 2001 Total % Change 2004/2001
TOTAL 356,114 365,835 -3%
Fixed 136,002 38% 178,160 49% -24%
Mobile 111,450 31% 77,994 21% 43%
Carrier Services 59,792 17% 63,252 17% -5%
Other Telecommunications Services 14,440 4% 14,989 4% -4%
Other Service Revenue 34,430 10% 31,440 9% 10%
Carrier and Other Telecom Services 79,415 22% 85,531 23% -7%
Less Internet Access Service
Plus Dedicated network Services
Fixed Mobile Carrier Services
Fixed Local Mobile Telephony Services Network Access
Basic Service Local Access and Use Other Carrier Services
Mobile Value-added
Fixed Value-added Service Services

Fixed Long Distance
Outbound Service
Inbound Service

Fixed All Distance

Dedicated Network Service

Data Transmission Service

Other Services Revenue

Mobile Long Distance

Mobile All Distance

Dedicated Network Services
Other Mobile Telephony Revenue

Messaging Services

Mobile Dispatch Service

Telecommunications Network Installation Services

Telecommunications Equipment Sales
Telecommunications Equipment Rental

Telecommunications Equipment Maintenance

Network Design and Development Services, Other Than Security
Sales of Directory Advertising Space

Rental or Sale of Mailing Lists
Other Revenue

Source: U.S. Census Bureau; 2006 Statistical Abstract; Telecommunications (NAICS 5133)

Other Telecommunications Services
Internet Backbone Services
Internet Access Services
Multichannel Programming Distribution Services
Other Telecommunications Related Services



Table 3.3.8. Telecommunications (NAICS 5133)—Estimated Revenue and Expenses for Employver
Firms: 2001 Through 2004

[Estimates are based on data from the 2004 Service Annual Survey and administrative data. Estimates for 2003 and prior years have
been revised to reflect historical corrections to individual responses. Dollar volume estimates are published in millions of dollars;
consequently, results may not be additive. Estimates have been adjusted using results of the 2002 Economic Census]

Percant change
Item
2004 2008 2002 200 200472003 20032002 2002200
OPERATING REVENUE
= 356,113 350,976 353,936 365,836 1.5 0.8 =33
Fied total ... i 136,002 147,534 162,135 178,160 7.8 8.0 -8.0
Fiead local .. ... ..o i 73,028 75,021 20,148 284533 -15 5.4 -5.2
Basic sanice . ... e 51,003 62,687 66,005 2,770 25 —£.3 —4.1
Fixed value-added semces e 12,835 12,334 13,243 14,763 44 5.9 —-10.3
Fixed long-distance .. ............ .. ... 40,280 48,240 55,843 65,665 -16.5 -13.6 -15.0
Outbound service ...l 33,047 30,640 44 020 58,056 -14.2 -11.8 -15.2
Inbound service ... oo 5,293 8,601 10,905 12,609 —26.8 214 —-13.5
Fixed all distance ... .. 3,434 g 3015 4,504 S s —16.6
Dedicated natwork se-mu:es 8,625 10,403 1,702 12,207 0.2 -10.3 —4.1
Data transmission senices . ............ 8,835 9,816 10,526 1,060 —10.0 8.7 -4.8
Mobile total . e 111,450 98,672 89,630 77,994 118 1.1 15.0
Mobile talephnrrg.r SEIVICES .. ...l 108,404 06,142 857248 73,103 12.8 124 17.2
Local accessand use ... ... M,273 73,460 63,204 52,713 106 16.2 10.9
Mcbhile value-added services ... ... ... 4,204 3,440 2,045 2,400 250 16.8 227
Mcbile long-distance .. ............... 7,139 5,424 6,134 5,182 B -11.6 18.2
Mchile all distance ............... ... 13,075 11,604 11,252 9,584 127 34 164
Dadicated network services .......... = 3 5 5 = = =
Cither mobile telephony revenus ... ... 2610 3 2175 2,073 5 s —-20.2
Messaging sarvices ... . 2,366 2.7 3,260 4,303 146 —15.0 -25.8
Mobile dispatch sarmvices ... ... . ..., 683 3 3 ] 3 5 3
Carmarsemnicas .......o.viiiiiiiinans 50,792 58,212 60,506 63,252 1.0 2.1 —4.3
Metwork access . 53,768 53,249 54,614 55,781 g 2.3 -2.4
Other carrier services ... .. AP 6,024 5,863 5,802 7,471 27 -0.5 214
Other telecommunications sawlcas e 14,440 14 444 14 425 14,080 04 0.1 -ar
Imtemet backbone senices ... ... 1,545 1,721 1,805 2,293 -10.2 0.2 -17.4
Intemeat access ssnices ... .. e 4,342 4_32@ 4343 4017 0.3 0.3 -11.7
Multichannal programming dlstrll:uutu:un
sanices ... .. = 3 5 S 5 = =
Other tglammmunlcatlnns ralateu:l
SEMVICES ... 7,952 7,607 7408 7474 4.5 27 a.z2
Other services ren.renue- . 34,430 20,110 27.1e3 2,440 14.4 10.8 136
Telecommunications network |ns|;aJIaI|::un
samnices ... 2,600 2,002 1,716 2744 0.4 16.6 -37.5
Telamrnmunlc:annns gquu:ument sales e 12 321 Q 775 8.a74a 8,583 26.0 8.9 4.6
Telecommunications equipment rertal . . . 1,016 1,002 1,150 1,130 15 -12.9 1.8
Telecommunications equipment
maintenance .. .. BEE 260 249 43g 234 6.5 9.5
Metwaork design and de-ueln:npmam
sarvices, ather than sscurity . R 3 3 3 156 3 5 3
Sales of directory advertising spa;:-e ..... 1,047 1,054 1,151 1,265 3.5 8.5 -8.0
Rental or sale of mailing lists ........... 3 3 5 ] ] S 3
Other revenue .. ... 16,658 15,246 18,114 16,722 0.3 16.3 -21.6

Sea footnotes at end of table.
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2001 Estimated Telecommunications Revenue
Percent of Total

9%

O Fixed

17% M Mobile

49%
O Carrier Services

O Other Telecommunications
Services

B Other Service Revenue

2004 Estimated Telecommunications Revenue
Percent of Total

10%

O Fixed

17% B Mobile

O Carrier Services

O Other Telecommunications
Services

B Other Service Revenue

31%

Source: U.S. Census Bureau 2006 Statistical Abstract



